We use a novel database of more than 685,000 European firms to show that financial flexibility attained through conservative leverage policies is more important for private, small, medium-sized and young firms and for firms in countries with lower access to credit and weaker investor protection. Further, using the recent financial crisis as a natural experiment, we show that financial flexibility status allows companies to reduce the negative impact of liquidity shocks on their investment decisions. Our findings support the hypothesis that financial flexibility relates to companies' ability to undertake future investment, despite market frictions hampering possible profitable growth opportunities.
Introduction
Does the value of being financially flexible differ across firms and institutional settings? Is financial flexibility valuable during periods of liquidity constraints as severe as the recent financial crisis? The aim of this paper is to address these questions.
Under perfect capital markets, firms can always invest at their optimum level and costlessly adjust their financial structure to any unexpected change in liquidity and growth opportunities. However, when capital markets are imperfect and the cost of external financing increases, the idea of being financially flexible becomes relevant. It relates to the ability of companies to undertake investment in the future, when asymmetric information and contracting problems might otherwise force companies to forego profitable growth opportunities. Firms may pursue financial flexibility through alternative ways, by shaping their capital structure, cash management or payout policies and creating "an intertemporal dependence" between financial and investment decisions (Almeida et al., 2011; Denis, 2011) . This paper focuses in particular on financial flexibility attained through a conservative leverage policy. Survey evidence suggests that it is financial flexibility that primarily drives chief finance officers' leverage choices (Graham and Harvey, 2001; Bancel and Mittoo, 2004; Brounen et al., 2006) . Companies may implement a conservative leverage policy to maintain "substantial reserves of untapped borrowing power" (Modigliani and Miller, 1963, p. 442) , which allows them to access the capital market in the event of positive shocks to their investment opportunity set. The value of being financially flexible is thus directly related to the ability of companies to undertake new investment projects: the more the investment undertaken by financially flexible (FF) firms, the higher the value of financial flexibility for those firms.
More importantly, financial flexibility should be even more valuable when expected asymmetric information and contracting problems are stronger, allowing firms to carry out more investment.
We use a novel database from the entire universe of Bureau van Dijk's Amadeus that encompasses a large sample of 685,693 European companies for the 18-year interval 1993-2010 . Thanks to the reporting requirements and practices across most of European countries, this database gives us the opportunity to be the first to investigate the value of financial flexibility across a very heterogeneous sample of both publicly traded and privately held firms that vary substantially in size, age, and quality of institutional settings. This sample from eight euro area countries and the UK represents a very large fraction of the aggregate economic activity of Western Europe. For instance, at the end of 2010 the total non-government gross fixed capital formation of all countries in our sample was almost 84% of the equivalent aggregate in Western Europe. Figures for the proportion of overall GDP (83.2%) and total employment (86.2%) are similar. 1 We first identify FF firms by focusing on low leverage (LL) firms. We estimate a leverage equation from which we calculate the predicted level of debt. Since the demand for financial flexibility is indirectly captured by the negative deviations from estimated target leverage, we classify a firm as FF if it shows an LL policy for a minimum number of consecutive years. We find that about 34% of the firms in our sample show a conservative leverage policy for at least three consecutive years (FF3). Second, we test whether this degree of financial flexibility has any impact on investment ability. In the presence of market frictions, firms that anticipate valuable growth options in the future may respond by pursuing an LL policy for a number of years. In this way, FF firms have enough spare borrowing power to be able to raise external funds, and to invest more in the years following the conservative financial policy. To test this hypothesis, we use a modified version of a q-model of investment augmented by an FF dummy and its interaction term with cash flow. The FF dummy is expected to have a positive and significant impact on capital expenditure. In addition, to the extent that FF firms can, after a period of low leverage, more easily raise external funds to finance their projects, their investment ability should be less dependent on internal funds. As a consequence, we would expect a lower sensitivity of investment to cash flow. The results over the entire sample do indeed show a large impact of the FF status on the firm's investment ability. Our tests reveal that an average company that maintains an LL policy for three years can increase its capital expenditure by around 22.6%. These results are robust to the method we follow to classify FF firms, to alternative definitions of leverage and growth opportunities, and to potential agency issues or credit rationing.
Once we show that the value of financial flexibility relates to the ability of firms to invest, we investigate how expected asymmetric information and contracting problems affect the value of being financially flexible. In other words, we identify those firms that benefit the most from being financially flexible. To this end, we classify different sub-samples of firms based on their expected asymmetric information and contracting problems. For each subsample we run the baseline model and compare the overall impact of FF status on the firm's investment. Thanks to the large heterogeneity of firms included in our database, we are able to show the following: 1) privately held companies that maintain an LL policy for at least three years, increase their capital expenditures almost four times more than publicly traded firms (22.6% versus almost 6.9%); 2) small companies are able to increase their capital expenditures by 16.1% after at least three years of LL policy, while large companies can increase their investment by 15.6%; 3) young FF companies are likely to increase their capital expenditures by 25.7%, while mature FF firms will increase them by about 9%.
We take a further step in our investigation by exploiting the heterogeneity of the quality of institutional settings in our sample. Lower legal protection increases firms' expected asymmetric information and contracting problems which, in turn, negatively affects corporate financial and investment decisions (e.g., La Porta et al., 1997; Love, 2003; Mclean et al., 2012; Mortal and Reisel, 2013) . We expect financial flexibility to be more valuable for firms in these countries. Indeed, our results show that in countries with limited credit accessibility, FF companies are able to increase their investment by almost 22.7%; while in countries with better access, FF firms increase their investment by only 7.9%. We find the same remarkable difference when we use the investor protection index.
As an alternative test we also compare the impact of the FF status within the euro area countries with that in the UK. Capital markets in the euro area countries are still smaller and less developed than the UK (European Central Bank, 2012) . We expect FF to be more valuable where financial markets are less developed. Results are consistent with our expectations and financial flexibility is indeed more important for euro area companies than it is for the UK.
Finally, in the last part of our analysis we investigate whether FF status allows companies to reduce the negative impact of liquidity shocks. The recent financial crisis offers a natural experiment to exploit. We argue that spare borrowing capacity should allow FF firms to invest relatively more than others during a period of crisis. We observe that during the recent financial crisis all firms invest on average less than the preceding four years. More importantly, FF firms seem to be able to divest significantly less than others: during the financial crisis the change in their capital expenditure is about 6.8% while for the others it is about 14.4%. Further, FF companies seem also to be less exposed to market imperfections even during the severe conditions of the recent crisis.
Our study complements a growing literature on financial flexibility in a number of ways. Marchica and Mura (2010) provide evidence on how financial flexibility achieved by a leverage-conservative policy affects investment ability and long run performance of UK publicly traded companies. Denis and McKeon (2012) identify long-term investment as the primary use of large debt increases for US quoted firms; while Kahl et al. (2008) point out that commercial paper provides financial flexibility to firms with uncertain prospects and funding needs. Other studies highlight the role of cash management in preserving firms' financial flexibility when a recession is anticipated (Ang and Smedema, 2011) or to smooth volatile R&D expenditure (Brown and Petersen, 2011) . Our paper provides new evidence on how valuable financial flexibility is across firms that face different degrees of financial constraints.
In addition, we show that FF status allows companies to invest more even in presence of an exogenous liquidity shock as severe as the most recent financial crisis. Also, our results on privately held companies contribute to a recent strand of studies that examine the differences between public and private firms' financial and investment choices. Brav (2009) and Asker et al. (2011) report that private firms have higher leverage ratios than public firms; while Saunders and Steffen (2011) show that they face higher borrowing costs than publicly-traded ones. Further, Mortal and Reisel (2013) find that European private firms invest more than public ones; while Lyandres et al. (2013) provide evidence that shareholder's portfolio diversification has a very different impact on private and public firms' investment decisions. By analyzing the relation between financial and investment strategies, we show that privately held firms are likely to invest more after a period of conservative leverage policy.
Further, our findings relate to the literature on investor protection and investment decisions (e.g., La Porta et al., 1997; Mortal and Reisel, 2013) by showing that the quality of institutional settings matters for financially flexible firms. Firms in countries with poorer legal protections and less developed capital markets are more likely to benefit from pursuing financial flexibility through a conservative leverage strategy.
Finally, this paper has also important policy making implications. The European Commission report on the SMEs' impact on the EU labor market in 2010 highlights the fact that by providing 67% of the private sector jobs and contributing to more than 58% of the total value-added created by businesses in Europe, SMEs are the true backbone of the European economy.
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Our evidence sheds more light on (one of) the mechanisms through which SMEs tackle potential financial frictions that may otherwise hamper their development and the promotion of their growth.
The remainder of the paper is organized as follows. In Section II we describe the data and present the main hypotheses. Section III includes the empirical results and all the robustness tests performed, and in Section IV we draw our conclusions.
Data and Hypotheses

Data collection and sampling
We use the entire universe of Amadeus for accounting data (both balance sheets and income statements). Amadeus, one of the products provided by Bureau van Dijk, is a comprehensive, pan-European database containing accounting information for both publicly traded and privately held companies. Bureau van Dijk collects accounting information directly from a variety of sources, such as official registers, regulatory bodies, annual reports, private correspondence, company websites and news reports, and indirectly from Bureau van Dijk associated information providers. It further harmonizes the financial accounts to allow accurate cross-country comparisons. Typically one annual release of Amadeus covers at most the preceding ten accounting years of each firm. Further, Amadeus removes a firm after at least five years of no reporting data. Therefore, to eliminate this potential survivorship bias, we compile our database by collecting accounting information from each annual release retrospectively so that we can have the complete history of data for all firms across the entire sample period.
The original dataset contains end-of-year accounting information for the period 1990-2010. We drop the first two years because of poor coverage and we lose another year of observations to compute some of our variables, such as sales growth. We eliminate observations when there are inputting mistakes (e.g., negative total assets). We winsorize all variables at the top and bottom 1% of their distribution within each country. After performing our data filtering, we end up with an unbalanced panel of 685,693 firms and 5,522,225 firm year observations over the 1993-2010 period, across eight euro area countries (Belgium, Finland, France, Germany, Italy, Netherlands, Portugal, and Spain), and the UK. 
Identification of Low Leverage and Financially Flexible Firms
Recent survey studies of capital structure choices provide strong evidence that the single most important determinant of leverage decisions by firms is the desire to maintain financial flexibility (e.g., Graham and Harvey, 2001; Bancel and Mittoo, 2004; Brounen et al., 2006) . However, since there is no well-defined measure of flexibility in the literature, this is an unobservable factor that depends largely on managers' assessment of future growth options.
Consequently, this factor will end up in the residual of the model, where it will generate systematic deviations between observed and estimated leverage. The deviations from predicted target leverage are thus used to capture indirectly the effect of financial flexibility.
We estimate a dynamic partial adjustment leverage model and calculate the fitted values of leverage following Faulkender et al. (2012) . We then compare the fitted values with the actual values, and we define as low leverage (LL) those firms that exhibit a negative deviation between actual and predicted leverage. As discussed above, we expect the systematic component of these deviations to be due to the unobserved effect of financial flexibility in the leverage model. To ensure that we are indeed observing a policy, not just a transitory shock to the capital structure of the firm, we classify a firm as financially flexible if: 1) the deviation is larger than 5%; and 2) the firm is in a low-leverage state for a minimum number of consecutive periods. Further, we separate FF companies from those that show an actual level of leverage always below the predicted level. This is because it does not seem that these firms, unlike FF firms, are following a conservative leverage policy to boost their future investment ability.
In the baseline specification, the FF dummy takes the value of 1 when we observe at least three consecutive periods in which the firm is classified as LL (FF3). There is no theoretical rationale for choosing a specific time length. Therefore, to assess whether the results are sensitive to the choice of time horizon, we use alternative proxies, defined over a period of three to five years of leverage conservatism. Table 3 reports some statistics on the percentage of firms that have been identified as financially flexible at least once over the entire sample period. Across the whole sample, 34% of firms (mostly privately held companies) follow a conservative leverage policy for at least three years. We then define sub-samples of firms according to size and age. Small, medium and large firms are identified on the basis of the tertile distribution of the natural logarithm of total assets in each country each year. Young (mature) firms are those in the bottom (top) tertile of the age distribution in each country each year. Age is defined as the number of years from the year of incorporation. The average age of young firms is less than five years; while the age of mature firms is about 17. Almost 18% of firms are classified as small and financially flexible, while almost 25% are young and financially flexible. Further, most FF firms are in countries with limited access to credit, poorer investor protection, and less developed financial markets. 
The Value of Financial Flexibility
We start from the hypothesis that, in the presence of market frictions, firms that anticipate valuable growth options in the future may respond by pursuing a LL policy for a number of years. As noted in Myers (1984) , reserves of borrowing power enable FF firms to raise external funds and to invest more in the years following the conservative financial policy.
We use a modified q-model of investment in which capital expenditure is regressed on Sales Growth and Cash Flow at the beginning-of-year (Cleary, 1999; Alti, 2003; Brown and Petersen, 2009) . We augment the model with the FF status dummy (FF), and an interaction term between this dummy and cash flow to test whether FF firms do have enhanced investment ability and a lower sensitivity of investment to cash flow. It is important to note that lowleverage states and FF status are observed before the investment is undertaken. This (partly) controls for a potential simultaneity between leverage and investment decisions. We estimate the following investment model over the entire sample:
where
represents the capital expenditure of firm i at time t relative to capital stock;
is the ratio of operating profits before tax, interest, and preference dividends, plus depreciation of fixed assets to capital stock at the beginning-of-year ( , 1 ); Sales Growth is a proxy for growth opportunities; η i is the firm fixed effects; η t is the time-specific effect; and ν it is the disturbance term assumed to be serially uncorrelated, with mean zero. We use the Generalized Method of Moments (GMM) technique in a dynamic framework, similar to Bond et al. (2003) , to control for both endogeneity and omitted variable bias due to unobservable firms characteristics. We expect the FF dummy to have a positive and significant impact on the capital expenditure of firms and the interaction term to be negative. In fact, given their spare debt capacity, FF companies should be able to raise external funds to finance their projects and thus be less dependent on their internal resources. Table 4 shows the results of the investment model. FF dummies here are defined on the basis of LL spanning between three to five years. The relation between capital expenditure and Sales Growth is positive and significant, consistent with the prediction that growth opportunities play a relevant role in investment decisions. The coefficient on Cash Flow is always positive and significant, suggesting that the presence of capital market imperfections may result in firms relying, at least partially, on internal funds for investment.
Empirical Results
Investment baseline results
[
INSERT TABLE 4 HERE]
Most importantly, FF dummies are positive and statistically significant across all specifications, suggesting that companies after a period of conservative leverage tend to invest more. Further, we find that the investment sensitivity to cash flow is always negative and statistically significant. This result indicates that FF companies are less exposed to capital market imperfections, and their ability to invest is thus at a minimum no more jeopardized by asymmetric and agency costs problems than it is for other firms. The impact of the FF status dummy is also economically sizeable. For instance, after at least three years of conservative leverage policy (FF3), a company with average cash flow (approximately 0.595) is able to increase its average investment by about 22.6%. Table 5 reports several robustness tests for the baseline investment model. 6 The economic impact for column (1) in Table 4 (2013) and Mortal and Reisel (2013) . This measure should capture the firm's growth opportunities as explained by the firm's fundamentals that are considered more informative to explain investment decisions than market values. We use market values and accounting data from the Worldscope database for all public companies of the countries included in our sample.
Robustness tests
For each public company each year we build a measure of MTBV as the ratio of sum of total assets, market value minus common equity minus deferred taxes to total assets. Within each country we then regress MTBV on a number of variables considered in the literature as likely sources of information about the marginal product of capital: earnings, sales growth, net income before extraordinary items, and capital investment. We include both contemporaneous
and lagged values of all these variables with the exception of capital investment. We further complement firm-level information with variables that proxy industry conditions:
contemporaneous and lagged industry sales growth and lagged industry capital investment.
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We obtain a vector of estimated coefficients for each country in our sample. Finally, we use these coefficients to construct the Predicted MTBV for each firm in our sample, both public and private. We replace Sales Growth with the new proxy for growth opportunities in the baseline investment model (2). Results are reported in Table 5 column (4). The FF status has still a significant economic impact, qualitatively similar to those estimated in Table 4 .
Cash holding policy. As a third robustness test, we control for the possibility that firms may achieve financial flexibility through their cash policy (e.g., Denis and Sibilkov, 2010) . In the baseline leverage model we already include a proxy for cash holding. Nonetheless, as an alternative test we replace Leverage with the Leverage net of Cash defined as the ratio of the difference between total debt and cash to total assets, in line with Bates et al. (2009) . We then estimate again both the leverage and the investment model (1). Table 5 column (5) reports the results. The FF3 dummy and the interaction term have the expected signs and are statistically significant. More importantly, we still find a significant economic impact of FF status.
Agency costs of equity. Fourth, we control for potential agency costs of equity. Previous studies suggest that managers may prefer sub-optimal levels of leverage, i.e. lower debt ratios, as a consequence of their lack of diversification. For instance, Lang et al. (1996) show that the relation between low leverage and high investment exists only in companies with poor growth 7 All independent variables are standardized by the beginning-of-year total assets. Variables at industry level are computed by taking the average of the corresponding variable within each country c, each 1-digit NACE Rev.
industry code each year. NACE (a statistical classification of economic activities in the European
Community) refers to the industrial classification as defined in Revision 1 and adopted by Eurostat.
opportunities where possibly free cash flow issues are stronger and managers invest when they should not. However, managers may also use high leverage instrumentally, to reduce the risk of takeover (Berger et al., 1997) , or to pursue empire-building projects (Zwiebel, 1996) . If this is true, then the main determinant of both conservative leverage and higher investment in our results may be managerial entrenchment, rather than financial flexibility. We believe that this potential criticism may hardly apply to our sample, as most of our companies are privately held and therefore are less likely to suffer equity-related agency costs (Ang et al., 2000) . In fact, Faccio et al. (2011) report that the average ownership of the largest ultimate shareholder in a large sample of European private and public companies over the period 1999-2007 is more than 63%, where almost 30% of companies are wholly-owned. Therefore, conflicts of interest between managers and shareholders are less likely to arise among companies in our sample.
Nonetheless, to rule out the possibility of an agency costs story, we proceed as follows. We compute the fitted values of debt from the leverage model (1) augmented by a measure of equity agency costs. The idea is that if equity agency costs were an omitted variable that ended in the residuals of the leverage model, then both previous estimates of deviations from target leverage and the definitions of financial flexibility would have included also a proxy of agency costs. To measure the equity agency costs we use the ratio of annual sales to total assets as in Ang et al. (2000) . From the estimates of the new augmented leverage model we calculate the new FF dummies. Column (6) in Table 5 reports the estimates from the investment model (2) with the new FF3 dummy. Results mirror those in the baseline regressions and the economic impact of FF status has not changed substantially from that shown in Table 4 column (1).
Capital Markets Access. A further criticism relates to the interpretation of the conservative leverage policy. The low leverage level of FF firms could be explained by a debt supply story, rather than a demand story. In other words, those firms that we identify as financially flexible could simply be firms that are rationed by lenders in the external capital markets rather than firms that choose a conservative leverage strategy to accumulate debt spare capacity. If the debt supply story held, then it would be hard to explain how after a certain number of years of low leverage, our FF firms seem systematically to be able to invest significantly more than others.
Nonetheless, we undertake a number of steps to control for this potential issue. First, in the leverage regressions we include variables that measure the extent of rationing to which a firm is likely to be exposed when raising its leverage. Previous studies indicate bond market access as a reasonable supply side factor (Faulkender and Petersen, 2006) . We therefore exploit the heterogeneity of our sample and use the firm's listing status as a proxy for being able to access the bond market. We augment the leverage model with a dummy Public equal to 1 if the company is publicly traded and zero otherwise. The idea is that publicly traded firms have a better access to external capital markets (bond market in particular) and, therefore, be less likely to be rationed. Once controlled for the supply side factor, estimates of deviations from target leverage should capture only a conservative leverage strategy. From the estimates of the new augmented leverage model we calculate a new FF dummy. Column (7) in Table 5 reports the estimates from the investment model (2) with the new FF3 dummy. Once again, results are in line with those in the baseline regressions. More importantly, the overall economic impact of FF status has not changed from that shown in Table 4 column (1). Second, we inspect the behavior of FF firms in terms of investment and financial decisions around the time t at which they are assigned a value of 1 after three years of conservative leverage policy. Table 6 shows that FF firms do indeed experience an important increase in their investments. In particular, it
shows that between t-1 and t the average investment of FF firms is well above the industry mean. Further, it shows that FF firms are not only able to invest more than their competitors, but also they are able to make (industry adjusted) abnormal investments. These are capital expenditures that are larger in value than the norm in the firm's life. We define a proxy for
Normal Investment Activity by calculating the average value of industry-adjusted investments ( ) over five-year periods, but excluding the central year
). Then, we identify an instance of abnormal investment if the industry-adjusted investment at time t is at least twice the Normal Investment Activity
). Table 6 shows a significant increase in the level of investment of FF firms at time t when we take into account both the competitors investment and the normal pattern of investment of FF firms. Further, it reports that the proportion of FF firms that undertake abnormal investments is higher at time t, that is, after a certain period of conservative leverage policy. When we turn to the financing decision, we observe that FF firms finance these investments by significantly increasing their total borrowing between t-2 and t above the average level of leverage of their competitors (Adjusted Leverage). More importantly, their (industry adjusted) leverage is at its highest level when companies are identified as financially flexible. Altogether, this evidence further supports the hypothesis that FF firms have used their preserved borrowing power through a conservative leverage policy, and sacrificed some current investment, to be able to exercise better growth options in the future.
[INSERT TABLE 6 HERE]
Investment sub-samples results
Once we have shown that the value of being financially flexible is indeed directly related to the ability of firms to invest more, we investigate whether for firms with higher expected asymmetric information and contracting problems the degree of financial flexibility is more valuable than for those companies that are less exposed to capital markets frictions. We employ two different set of variables to identify these firms.
Firms characteristics
First, we use firm characteristics that have been often referred in the literature as proxies for informational asymmetries and contracting problems which may prevent companies from accessing external capital markets (e.g., Cleary, 2006) . Thanks to the large heterogeneity of firms included in our database, we create sub-samples based on firms' listing status (privately held vs publicly traded companies) and based on firms' size and age. Private companies (Brav, 2009 ), small-sized Udell, 1998 and and young firms (e.g., Rauh, 2006; Fee et al., 2009 ) face different and often more severe financing problems than do public, large and more mature companies. More recently, Hadlock and Pierce (2010) focus on the importance of the combination of firm size and age as predictors of potential asymmetric and contracting problems. Therefore, we expect private, small and young firms to value the FF status more than other firms. In other words, private, small and young firms that are financially flexible should invest more than others. Table 7 reports the results of the investment model for the sub-samples of private and public companies. We note a remarkable difference between private and public firms in terms of both sensitivity of investment to cash flow and growth opportunities. Private firms show a higher investment-cash flow sensitivity than do public firms -the estimated coefficient of Cash Flow is almost seven times larger -which is consistent with the hypothesis that these firms face more capital markets frictions and, consequently, their capital expenditure depends more on internal funds. Further, private firms seem more responsive to changes in growth opportunities than are public firms -the coefficient of Sales Growth is indeed higher. More importantly, the different impact of the FF status across the two sub-samples points further to the different financing strategies pursued by private and public firms. The value of a conservative leverage policy seems higher for private than for public firms. Indeed, for an average private firm a conservative leverage policy for at least three years implies an increase in its capital expenditure of 22.6% (column 1); while for an average public firm the increase is only 6.9% (column 2). Results are similar when we consider a more stringent criterion for the FF status for both sub-samples of firms (columns 3 and 4).
[INSERT Table 8 shows the results of the investment regressions when we split the sample according to size, age and a combination of these two firm characteristics. As expected, the investment-cash flow sensitivity decreases with size, while growth opportunities play a more important role for small-sized and young firms than they do for large firms. More importantly, financial flexibility is more valued by small and medium-sized firms as well as by young firms.
The coefficient of the FF dummy decreases with size and age. Indeed, for an average small firm, being financially flexible implies an increase in capital expenditure of 16.1% (column 1);
while for an average large company the increase is about 15.6% (column 3). The difference is even more striking when we look at firm age: an average young firm is able to increase its investment by about 25.7% after (at least) three years of conservative leverage policy; while the equivalent figure for a mature company is only about 9%. These findings are confirmed also for the sub-sample of small and young firms that seem able to increase their investment by about 20% if they are financially flexible (column 6); while large and mature flexible firms increase it only by 7% (column 7).
These tests also provide further insight on the impact of a conservative leverage policy within each sub-sample of firms. Overall, firms with similar size (age) that follow a conservative leverage policy are able to increase their capital expenditure more than those that do not follow such a strategy. They are also able to reduce their exposure to capital market imperfections, by reducing their dependence on internal sources of finance. This result is particularly important for small and young firms.
INSERT TABLE 8 HERE]
Institutional setting
To further capture the potential asymmetric information and contracting problems firms are likely to be subject to, we look at the institutional setting of the country where companies
operate. An extensive literature points out that legal protection can substantially affect the ability of firms to raise external finance (e.g., La Porta et al., 1997) . In particular, the protection provided by legal institutions is a predictor of the costs of external financing (Almeida et al., 2011) . This would in turn affect corporate financial and investment decisions (Love, 2003; Mclean et al., 2012; Mortal and Reisel, 2013) .
This implies that financial flexibility should be more valuable in countries where legal protection is poorer and firms' asymmetric information and contracting problems are expected to be more intense. Therefore, in these countries FF firms should be able to invest more than they do in other countries. We use two different tests to investigate this hypothesis.
First, we use two indices to proxy credit accessibility and investor protection. These indices should capture both the asymmetric information and contracting problems that firms face in a certain institutional setting when they try to access external capital markets. Kingdom. Finally, we estimate again the investment model (2) on each sub-sample of countries and compare the impact of FF status on the firms' investment ability. Table 9 columns 1-4 report the results on the sub-samples based on the credit accessibility index; while columns 5-8 report those based on the investor protection index. We find that investment is more sensitive to cash flow in countries with an overall lower legal protection, in line with Mclean et al. (2012) .
Most importantly, the findings suggest that FF firms are able to invest more than others and this effect is substantially larger in those countries where legal protections are lower. The economic value of being financially flexible is also significant: companies that pursue a conservative leverage policy for at least three years (FF3) are able to increase their average investment by almost 22.7% in countries with more limited credit accessibility; while in countries with better credit accessibility FF firms increase their average investment by only 7.9% (columns 1 and 2 respectively). We find a remarkable difference also when we use the investor protection index.
[INSERT 
Liquidity shock
Our previous results strongly suggest that spare borrowing capacity helps firms to invest relatively more than others in the presence of asymmetric information and contracting problems. This implies that FF status may be more valuable when an exogenous shock in the capital markets makes external financing even less accessible. The recent financial crisis offers a natural experiment to investigate whether FF companies invest more even in presence of a severe exogenous liquidity shock. If our hypothesis is correct, we expect FF firms to display a lower proportional reduction in investment and a lower investment sensitivity to cash flow than other companies during the crisis.
To test this hypothesis we exploit the last eight years of our sample from 2003 to 2010.
In particular, we focus on companies in 2006, the year before the start of the financial crisis, and distinguish those that are financially flexible from those that are not. As in our main analysis, to classify a firm as financially flexible, we require it to have an LL policy for at least three consecutive years (FF3). As a robustness test, we also require at least five consecutive years of LL policy (FF5). The final sub-sample counts 219,953 firm year observations. We then employ two different tests.
First, we compare the average investment levels of FF and non-FF firms before and during the crisis. We then calculate the average of the investment level for firm i before (during) the crisis over the 2003-2006 (2007-2010) period. Finally, we compare the levels of investment of (non-) FF firms before and during the crisis, and then we compare these changes between the two sub-samples. We first note that, in line with our hypothesis, during the financial crisis all firms invested on average less than in the four preceding years. In fact, average capital expenditure decreased from 0.384 to 0.254 (Table 11 Panel versus those identified as not financially flexible in the same year. The idea is to see whether firms that have acquired the status before the crisis are less exposed to capital market imperfections. As reported in Table 11 Panel B, FF firms do indeed show lower investment sensitivity to cash flow than the other companies (0.305 versus 0.371 for FF3 firms).
Overall these results seem to further corroborate the hypothesis that companies with more spare debt capacity appear better equipped to deal with the shock in the supply of capital.
Our results complement US studies which show that the recent financial crisis has more severely hampered the investment of non-financial companies with high net short-term debt (Almeida et al., 2012) or low cash reserves (Duchin et al., 2010) .
[ INSERT TABLE 11 HERE] 
Conclusions
In this paper we provide novel evidence that the value of financial flexibility is higher for private, smaller and younger firms. A private (small, young) FF firm is able to increase its average investment by about 22.6% ( This paper has important policy making implications. SMEs are a keystone of the euro area economy, as evidenced by the fact that they represent the vast majority of firms (99.8%) and also account for a large share of employment and value added.
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Since 2008, the European Commission adopted the Small Business Act for Europe (SBA) which puts into place a comprehensive SME policy framework for the EU and its Member States. Meanwhile access to finance has deteriorated in several European countries, as a result of higher interest rates and greater demand for collateral. This has sparked an intense debate on revamping efforts to enable SMEs greater and easier access to finance. For instance, the European Commission and the European Investment Bank are in an intense process to discuss several targeted policy measures aimed at increasing lending to the economy via a direct support to banks in order to stabilize bank lending to SMEs and/or via alternative sources of SME financing (EC/EIB, 2013).
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One recurrent theme in these initiatives is the lack of reliable information about SMEs and the related difficulty for potential investors to evaluate their credit worthiness. Under this light, our analysis could provide crucial evidence on how companies pro-actively manage the sustainability of their operations. In fact, our findings on the impact of financial flexibility attained thorugh a conservative leverage policy shed more light on the mechanisms through which SMEs tackle potential financial frictions that may otherwise hamper their growth.
Further, there is evidence that the surge in leverage in Europe before the crisis sowed the seeds of the financial crisis and has had a significant effect on the nature, severity and persistence of the downturn at both macro and micro levels. A recent study by the European Central Bank (ECB, 2013) shows that the average leverage of firms which initially had zero or low levels of debt in 2008 has continued to increase during the crisis; on the other hand, firms with initially high levels of leverage began a deleveraging process almost immediately and have also significantly reduced their investment during the crisis. The pattern we observe for the financially flexible firms during the crisis is consistent with and complements this evidence:
those companies that have accumulated spare debt capacity through a conservative leverage policy for a number of years before the crisis are those able to raise external finance and undertake investments when a growth opportunity comes along despite a deteriorated macroeconomic outlook. Our results, therefore, add to the complexity of the assessment of the deleveraging benefits and point out that an aggregate deleveraging pattern is compatible with one of increasing leverage at a certain point in time for firms categorized as financially flexible.
See EC (2013), "Green Paper on Long-term financing of the European economy", http://ec.europa.eu/internal_market/finances/financing-growth/long-term/index_en.htm and EC/EIB (2013) "Increasing lending to the economy: implementing EIB capital increase and joint Commission-EIB initiatives" and http://ec.europa.eu/europe2020/pdf/eib_en.pdf. 11 See Reinhart and Rogoff (2009), Jorda et al. (2011) , and Kremp and Sevestre (2013) . Table 3 . In column (4) FF3 is a dummy equal to 1 if a company shows a negative deviation between its target and the actual leverage larger than at least 5% for three consecutive years, and 0 otherwise, as in Table 5 . Predicted MTBV is calculated using the projection of marketto-book value of all companies publicly traded in a certain country over the entire sample period on a number of firm-and industry-level characteristics that capture the firm's growth opportunities. NewFF3 in the Net Leverage (column 5) is a dummy equal to 1 if a company shows a negative deviation between its target and the actual leverage larger than at least 5% for three consecutive years, and 0 otherwise. Target leverage is calculated from Leverage regressions similar to those in Table 3 where Leverage is defined as net of cash. Similarly, NewFF3 in Agency Cost (column 6) is a dummy equal to 1 if a company shows a negative deviation between its target and the actual leverage larger than at least 5% for three consecutive years, and 0 otherwise. Target leverage is calculated from the Leverage regressions included in Table 3 and is augmented by a proxy for equity agency costs. This proxy is defined as the ratio of annual sales over total assets in line with Ang et al. (2000) . NewFF3 in Capital Markets Access (column 7) is a dummy equal to 1 if a company shows a negative deviation between its target and the actual leverage larger than at least 5% for three consecutive years, and 0 otherwise. Target leverage is calculated from the Leverage regressions included in Table 3 and is augmented by a proxy for capital markets access, that is, a dummy Public equal to 1 if the company is publicly traded, and 0 otherwise. Please refer to Appendix A for definitions of all other variables. We use suitable lags of all independent variables as well as year dummies as instruments. All regressions include firm and year fixed effects. P-values, adjusted for heteroskedasticity, are reported in brackets below the coefficients. FF3 and FF5) and the interaction between these dummies and the cash-flow proxy. Low (High) Credit Access Index is an indicator equal to 1 if the country where the firm operates has a below (above)-median value of the Credit Access Index. Low (High) Anti-Self-Dealing Index is an indicator equal to 1 if the country where the firm operates has a below (above)-median value of the Anti-Self-Dealing Index. Please refer to Appendix A for definitions of all variables. We use suitable lags of all independent variables as well as year dummies as instruments. All regressions include firm and year fixed effects. P-values, adjusted for heteroskedasticity, are reported in brackets below the coefficients. FF3 and FF5) and the interaction between these dummies and the cash-flow proxy. Sub-samples are defined on the basis of the country where the firm operates.
Please refer to Appendix A for definitions of all variables. We use suitable lags of all independent variables as well as year dummies as instruments. All regressions include firm and year fixed effects.
P-values, adjusted for heteroskedasticity, are reported in brackets below the coefficients. All regressions include firm and year fixed effects. P-values, adjusted for heteroskedasticity, are reported in brackets below the coefficients.
